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Submission of Louis Rasminsky, 
Governor of the Bank of Canada, 
to the Standing Senate Committee on National Finance 
June 17, 1971 


Se Introduction 

The Bank of Canada welcomes the initiative taken by the Senate 
Committee in organizing these hearings in order, in the words of your 
terms of reference, ''to examine and report upon the question of methods 
by which fiscal and monetary policy in Canada may be exercised to achieve 
full potential growth and employment without inflation''. We are also very 
much in sympathy with the purposes of the Committee set out by the 
Chairman in his opening statement at the first meeting. The objective of 
improving public understanding of the problems and choices involved in 
bringing influences to bear to move the economy along the right path is 
indeed a most important one. As one who carries responsibility for the 
operation of one element of economic policy, monetary policy, I welcome 
your endeavour to examine new concepts for achieving the objectives of 
economic policy. You have been presented with some recommendations for 
approaches quite different from those now being followed and I am glad to 
respond to your invitation to comment briefly on some of them. 

While I have not had an opportunity of seeing all the evidence, 
I must say that I have been impressed, as I am sure you have been, 
by the diversity and often contradictory nature of the arguments you 


have heard. This reflects the complexity and perhaps intractability of 
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some of our problems, but I think it is aiso illustrative of the fact that 
economics is not yet, and probably never will completely be, an exact 

science, Despite the rapid growth of the profession of economics and the 

more rigorous testing of theories in recent years, many propositions are 

not readily demonstrable and much territory remains in which opinion 

rather than proof holds sway. There is no doubt that we face difficult 
problems in improving our economic performance and in particular in 
achieving full growth over any sustained period of time without inflation. 

It is also clear that there are no easy answers: many other countries are 
confronted with the same basic problem and they have not been more successful 


than we in finding solutions. 


E. Economic Goals 

I need hardly say that the Bank of Canada does not set goais for 
monetary policy that are different from those of over-all public economic 
policy of which monetary policy forms a part. In its submission to the 
Royal Commission on Banking and Finance a few years ago the Bank 
interpreted the objectives of national economic policy to include ''sustained 
economic growth at high levels of employment and efficiency, internal price 
stability and the maintenance of a sound externai financial position, an 
equitable sharing of economic benefits and burdens, and the maintenance of 
a high degree of economic freedom''. Others have used somewhat different 


words to describe the economic goals of our society or have reservations 
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about the appropriateness of the statistical measures we now use to 
determine our progress. To the extent that there is difficulty in attaining 
all of these goals at the same time, there is some difference of opinion as 
to the respective weights that should be attached to them. But there is 

no question that our formulation is consistent with the objectives which you 
have set out, namely, full potential growth and employment without 
inflation. 

In this connection it is obvious that our economy has at times 
fallen short of achieving these goals and that we are currently in that 
position. The present high rate of unemployment, the recent period of 
slow growth and price and cost inflation are evidence of unsatisfactory 
performance. At the same time IJ believe that it is worth remembering that 
our experience with modern fiscal and monetary instruments is relatively 
short -- it is certainly not more than twenty-five years -- and the average 
performance of the economy in that period has been very much better than 
in earlier periods of our history. 

No doubt demands on public economic policy have risen even 
more rapidly than performance has improved; there is a natural desire to 


compare actual performance with some ideal standard rather than with the 


past. But I think that it is worth looking back once ina while to remind 


( 
ourselves how far we have come. 


{ 


7 


> 


v 


In the years since 1953, a starting point 


which is useful because it marked the end of both the Korean War and the 
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immediate adjustment period after the Second World War, output per 

capita has increased by 52 per cent. The standard of living, as measured by 
real consumption per capita, that is, after allowing for price increases, has 
increased by 53 per cent since 1953, and in addition our people have had 

the benefit of very substantial increases in the volume of services provided 
through governments. Moreover, a very large volume of housing, plant 

and equipment has been put in place over these years. On the other hand, 
over the period since 1953 unemployment has averaged 5 per cent of the 
labour force and prices of goods and services as a whole have risen 

at an average rate of 2 1/2 ner cent. 

There is a widely shared interest in improving economic 
performance further and in the search for better techniques and policies. 
What is being debated is the question of what are the best ways of making 
progress toward the achievement of our goals. Here there are some rather 
wide differences of view as to what approaches or combinations of approaches 


offer the best chances of success. 


2, Role of Monetary Policy 


Since my responsibility is in the field of monetary policy, I 
expect the Committee will wish me to say something about the nature and 
effectiveness of the monetary instrument, and of aggregate demand policies 
generally, since monetary policy and fiscal policy together constitute the 


principal means of influencing the development of aggregate demand, i.e., the 
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total level of spending, in the economy. 

Monetary policy operates on the total level of spending by 
influencing credit conditions, that is, the availability and cost of money, 
which in turn affect incentives to spend. Changes in the availability and cost 
of money also have an important influence on flows of interest-sensitive 
funds in and out of Canada. The chief technical means by which the Bank of 
Canada exerts its influence is through its control over the rate of expansion 
of the banking system. Other things being equal, a more rapid growth in 
bank assets and bank liabilities (bank liabilities constitute most of what is 
commonly referred to as the money supply) leads to easier credit conditions; 
a slower growth leads to tighter credit conditions. Competition between the 
banks and other financial intermediaries and other borrowers and lenders 
causes the influence of the Bank of Canada on the banking system to spread 
through financial markets quickly. The Bank of Canada is able to control 
the rate of growth of the banking system by using the powers available to it 
under the Bank of Canada Act to regulate the level of cash reserves of the 
banking system. It has also used its statutory power to set minimum 
secondary reserve requirements for the banks within certain specified limits. 

Although the Bank prefers to discharge its responsibilities 
through the use of the techniques which I have des cribed, it has felt that 
there have been occasions when ordinary procedures were not completely 


adequate and when exceptional requests for co-operation from banks and 
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other financial organizations were justified. This activity is sometimes 
described as ''moral suasion''. For the most part, requests for co-operation 
have been made in an effort to soften the impact of tight credit conditions 
on less prosperous regions of the country or on certain activities, for 
example, small business and housing, where such action was believed to be 
in the national interest. While this use of moral suasion has not playeda 
major role in relation to the over-all operation of monetary policy, it has 
had useful supplementary effects in particular situations. The Bank has not, 
of course, usurped governmental powers in making requests for 
co-operation that fall under the heading of moral suasion. I have always 
been careful to ensure that initiatives of this kind have been taken with the 
knowledge and approval of the Minister of Finance. Finally, for many 
years all instances of resort to moral suasion have been made public in 
press releases, speeches or in my annual reports to the Minister of Finance. 
You will note that with the minor exception of these requests 
for co-operation the influence of the central bank on spending decisions in 
the economy is general and indirect. The Bank of Canada operates only 
at the centre of the financial system -- on the cash reserves of the chartered 
banks and in the market for Government securities -- and its influence is 


transmitted to final borrowers and lenders and investors indirectly through 


financial institutions and financial markets. Except for the operation of 


certain governmental lending institutions and programmes, the allocation 
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of credit is a matter that is settled in the private sector of the economy. 


At first sight monetary policy appears to be an extremely 
powerful instrument because theoretically there is no limit to the extent to 
which it can be used to tighten or ease credit conditions. In fact it is 
subjéct to a number of important constraints insofar as its use to affect 
domestic economic conditions is concerned. One of the most important of 
these is the level of interest rates outside:the country. A level of interest 
rates in Canada which is high in relation to those outside may give rise to 
large unwanted inflows of interest-sensitive capital which add excessively 
to the exchange reserves and the amount of funds required to finance 
accumulations of exchange or, if we are on a floating rate, to what may be 
an undesired appreciation of the exchange rate. Alternatively, a level of 
interest rates in Canada that is low relative to external rates may produce 
effects in the opposite direction that may be inappropriate to the state of the 
economy. 

Limitations on the extent to which domestic interest rates can 


be allowed to rise places limitations on the capacity of the central bank to 


restrain the expansion of the banking system and the money supply. If, for 
example, the borrowing requirements of the Government, taken together 


with those of the private sector, are rising rapidly, the central bank may find 


itself in the position of having to choose between allowing the banking system 


| to expand more than it would like to see or having interest rates rise higher 


| 
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than might be appropriate in relation to the domestic economic circumstances 
or in relation to the level of external rates. 

There are a number of other important limitations on the use of 
monetary policy to achieve precise economic targets which apply to the use 
of aggregate demand policies generally and they are discussed in the 


following section. 


4, Role of Aggregate Demand Policies 


The other major demand policy is fiscal policy which affects the 
total level of spending in the economy through changes in the amount of tax 
revenue taken from the private sector, through government expenditures 
and using a broad definition, through the important lending activities of 
government. Monetary and fiscal policies are often dis cussed as though they 
were completely separate. They are by no means the same thing but fiscal 
policy exerts a strong influence on monetary conditions because it is fiscal 
policy which determines the amount of borrowing which the Government must 
do and this, together with the way in which the Government debt is managed, 
can have an important effect on the liquidity of the banking system, the 
money supply, and on credit conditions generally. Different combinations or 
'mixes' of fiscal and monetary policy which are designed to have the same 
effect on total spending can have quite different effects on many factors in 
ding the level of interest rates, international flows of 


the economy, inclu 


interest-sensitive capital, and the exchange rate. Co-ordination of monetary 


; a aie 
2sotRSeNrD tiD simencos ottaemob odt oF nok foi ak ote 


J 
“yy . 


lo sey ad} Ho Bdtoitstioni iastroqenri todto lo tedreun 89 65" 


een edt olvings doliw alsgust siccno2e peineng oveiiaR Oy 


. 


> = 


odin beeevoeth ots. yous bos yUaransg eoidiibgb ores 


7 


asiaiiol besos sisgere ae 

tiene eek : 

” 

oF atoulls doidw yotlog Issel at yoHeg basrash topaay reeio Ey 


*6) 10 Icvonm on of eourndo denordd yraonoos at at sar tiers qe 


\¢ 
sVrotbracks Joomasaveg dgvordt tojsoe stiving oft anoeee 
io eeBivitos gaibass tast ogett aft Agquotdd ,webinfioh bsor 


yor iguvodd es beeenaeib rotio om Botaifog Leash bis Yisiatol 


ip26@ dud gnid? ormse orl} eusoer on yd eve yadT Sts tagoe yisg 
6980 acti vennoed enoltttbnos yretenom no esis pli aro? 6 eee 
: ‘ 

? +o ’ 


tauon inomintsveD sf) daidw aniwortod Yo Setienmts odt sontrrioteh Agha yo ile 


bsgrisim at deh snerinveveD srt ds tdw at yew odt thw rentogod 


, 
ort? 


/HSte¥? gabdload srli io vtihivp tl adi no toolte th eltoqari i 


1G Etosrigtoos Wists  .yiitiece, enoftibnos sheet. no brs leg 


iT7TGe 


off aved of bodplaab ats dodiw yotlog vasiecom bas Lax eft Te 


irl 29 G79R) 


YOSt O et9979 het iih stimp ever meo gnibrege ate 
to ewoR Isnohwment sini 89367 tasted lo [oval of gatbe ~ 
i 


¥isionore lo seligaibto-0D “8957 opeerines ad? bre istiqss ovit 


t 


aire 


and fiscal policies is therefore most important, though it should be noted 

hat co-ordination does not mean that at all times the two policies need 

be moving in the same direction, 

Unlike monetary policy, fiscal policy can to some extent be 
irected at specific situations, industries and regions through selected 
changes in taxes or in particular kinds of government expenditures or loans. 
Nonetheless, the major influence of fiscal policy is the broad one of 
affecting the total level of spending in the economy, in effect by putting more 
or less into the economy than it is withdrawing. 

A major advantage that is claimed for the broad aggregate demand 
policies -- fiscal and monetary policy -- is that they leave the maximum 
scope for private decision-making in regard to what is produced and 
consumed inthe economy and the determination of prices and incomes. In 
other words, ee are regarded as a means of exerting a general influence 
over the level of activity in the economy and the trend of prices in a way that 
is consistent with a high degree of economic freedom. One of the major 
problems in economic policy has come to be that of reconciling the desire 
for a high degree of economic freedom with the increasingly ambitious and 
precise targets for economic performance that we are setting for ourselves. 

Experience with the broad, general policies affecting aggregate 
demand has shown that they are not capable of being very finely tuned. Both 


monetary and fiscal policies have impacts on the economy that are distributed 
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over relatively long periods. While some effects may be felt quite soon, 

the lag before the maximum impact is felt may be considerable. In the case 
of changes in monetary policy, interest rates react quickly but significant 
changes in the availability of credit take longer and there is a further lag 
between the time that financial conditions are affected and the time that the 
cuiting spending decisions have their effects on economic activity. In the 
case of fiscal policy, there are lags in the reaction to changing tax rates or 
levels of government expenditures; the effect of a change in taxes, for 
example, may for a time be offset by either an increase or decrease in 
private saving. The time lags associated with changes in either monetary or 
fiscal policies, or it may be added with changes in the exchange rate, will 
also differ according to the economic circumstances. 


Among other things, this problem of lags means that economic 


policies must be based on reasonably good economic forecasts. The tools of 


; 


conomic forecasting have improved a great deal over a rather short time- 


pan but accurate forecasting is still very difficult to achieve. It is subject 
to all the problems of obtaining adequate information on a reasonably current 


basis and to the difficulties of forecasting the evolution of the domestic 


‘ 


economy, to say nothing of developments outside the country, pa 


rticularly 


those in the United States economy, which are so important tous. To take a 


rather extreme example, it would have been no mean feat for economic 


forecasting in the mid-'sixties to have foreseen the magnitude and timing of 
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developments in the war in South-East Asia. However, I am confident that 
we can expect to see a continued, steady improvement in the capacity to 

| 

recast economic developments over time and to measure the magnitude 
* timing of the impact of changes in policy. The Bank of Canada devotes 
| Mcidsvable resources to research in this area and a good deal of work is 
being done elsewhere. 

Another important feature of the aggregate demand approach to 

achieving our economic objectives is that it is designed to operate in a 
competitive, market-oriented economy. Ina system of this kind competition 
between suppliers of goods and services should ensure that an increase in 
the rate of growth of demand would call forth increased production, so long 


as manpower and plant capacity were available, without an acceleration in 


the average rate of prices and money incomes. Similarly, a slackening in 
he increase of money demand during an inflationary period should result 
.. a levelling off in the rise in average prices and money incomes, rather 
; 

Bhan resulting in a slower growth of production and employment. In 

‘point of fact, of course, competition in any modern economy is far 

from being perfect. Individual prices and incomes in our society tend 

to be much less flexible on the down-side than on the up-side for a variety 
of reasons. At the same time, physical and human resources are not 


sufficiently mobile to prevent bottlenecks from developing in some 


sectors of the economy, even at times when a good deal of slack exists in 


Yaild teesbitgos cs Te eoveWOH Bie teats 


ot fasoiges borers b Sh2oeuyes ont to, Sr tse? tone es na od 


‘ ‘il Ahenodg ot bergiteh sigi ded ef. “mat 


now teats treviot fvolsly ley mrsdaye sah epprnees beanie 


ak Gesetod? Geultdd sxvere bluode sadivres fits oe 
Brat oe ty, Me vhouy heseoxont ihe: ihe bTpecons ety Pio, 


tr] #0Pba-te lp oe bing we rlsive ald lines ona xtiongeo 4 


i shkamlogte so pwhenhiense 


. “a 


saetosieh Yorn brs 24 otug + 

tras blvode nisin: (ucinoitaind A yao bnspish ve 

vedist sentteand yomorn bie asvig Sy btats ah 9aiq oe owe 

M Amarogofates bus soit obg i Ny itioniy, smal 4 ak i 

vsh-ed RNS Pipa a 4 PBARD9, Ded 

Det Nepkoeeccg at naeeelpni 
= 8 10% ae eck obia ~ am 


= 


= i 2 & 


others. In this situation of imperfect competition, a great many people -- 
business corporations, unions, professional groups, and others -- 
are in a position at certain times to exercise their market power in ways 
which make inflation more likely to develop while there is still more than a 
minimum of slack in the economy and which, once generalized inflation 
has developed, make it persist after demand pressures have eased. 

There is thus a great deal to be said for doing whatever we can 
to improve the structure and operation of our economy by improving the 
quality and mobility of our resources -- for example by increasing skills 
through manpower retraining and by facilitating labour mobility -- and by 
making it more competitive. Apart from the vigorous application of conventional 
‘competition policies to protect consumers, there may be a need for further 
Inovation of policy in order to deal with the abuse of market power. Beyond 
this kind of approach there are, of course, other approaches such as guidelines 


and voluntary agreements among the main social partners. Such 


approaches have been explored with vigour by the Prices and Incomes 


Commission. I was fully in accord with the view that the effort should be made 


but it would be unrealistic not to admit that the results were less than had been 
hoped. Ido not intend to go into these matters further here because other 
I shall 


witnesses who are more expert than I have dealt with them thoroughly. 


“merely add that I completely agree with the view that this is an area of very 
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great importance and that in spite of the disappointing experience in Canada 

and a good many other countries, the search for ways to bring the common 
- to bear more effectively on price and income determination must go on. 


Given the characteristics of modern economies and the present 


nm —— - 


tate of knowledge, it is not realistic to expect to formulate policies that 


> 


will achieve precise targets at a precise time. Failure to appreciate this 

can lead to considerable misunderstanding. For example, in the most recent 
attempt to follow policies to check inflation no one in the central bank, or 
elsewhere for that matter, decided that the situation required an unemployment 
tate of 6 per cent or more. The objective was to slow down the rise in prices 
and costs, and the strong inflationary expectations that had developed, by 
Bwing the rate of growth of aggregate demand with as little rise in 


unemployment as possible. In point of fact, monetary policy, and fiscal 


pilicy too, began to ease early in 1970 when the most recent seasonally 
Bajusted figure available for the unemployment rate was 5.0 per cent. 
There was of course concern at that time that unemployment would go 
somewhat higher, arising from the lagged effects which I have mentioned, 
but the level that was reached was the result of many factors, which 

were difficult to predict, including the extent of work stoppages in Canada, 
and the fact that virtually all of the moderate slow-down in the growth of 
noney demand was reflected in slower increase in output and very little in 


. slower increase in the GNP price deflator. 
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Approaches to Policy 
I should like now to turn to the more controversial issues of 
policy which arise in relation to the use of fiscal and monetary policies in 
Canada in pursuit of the country's economic objectives. I have of course been 
very interested in what others have said before this Committee on the big 


policy questions, and I am going to try to put my own comments within a 


simple but broad classification of approaches to policy which seems to me to 
arise from the variety of proposals on public financial policy that have already 


been made to the Committee. 


‘ 
a 
y 


I shall deal first with what might be called a simple money supply 


tule for the conduct of monetary policy in Canada. I shall then turn to the 

F 

use of fiscal and monetary policies together in what is frequently called 

j 

demand management to influence the level of activity and trend of prices in the 
| 


economy. I wish to comment on the approach of ''learning to live with 


inflation" and very briefly on the approach of relying on price and income controls. 


A Simple Money Supply Rule for Monetary Policy 

The Bank of Canada does not follow a money supply rule, that is, it 
joes not set a target figure for the increase in the money supply, however 
jefined, and then seek to achieve that target either over short periods or on 
he average over long periods of time regardless of developments in Canada 


or in the world economy. Our approach was explained in our submissions to 


he Royal Commission on Banking and Finance in the following terms: 
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Although it would be possible for the Bank of Canada, 
with its power to control the cash reserves of the chartered 
banks within narrow limits, to operate on the basis of a 
precise view about the appropriate trend, over some period, 
of total chartered bank assets (or of the ''money supply", in the 
sense of currency outside banks plus chartered bank deposits), 
it does not in practice do so. The central bank is, of course, 
inevitably influenced in its judgments by developments in the 
"money supply'', but it must also take a view of the kind of 
credit conditions that would seem to be appropriate in the 
light of the current and prospective state of the economy 
including the external financial position and it must be prepared 
within limits to use its control of cash reserves as the situation 
develops in whatever direction is necessary to try to bring about 
and maintain those conditions. This may mean that on occasion 
the Bank of Canada allows changes in its own and in total 
chartered bank assets to absorb pressures developing in 
financial markets rather than see credit conditions tighten 
or ease to an undesirable extent. 


Some economists, including some who have appeared before 


his Committee, advocate that the central bank should follow a money supply 


Dolicy, that is, a policy which would produce over time a stable rate of 


owth in the money supply. The first thing that I would like to say about 

this proposition is that my life as Governor of the Bank of Canada would be a 
od deal easier if I could persuade myself that there was some such rule 

hich was in fact valid for the conduct of monetary policy in Canada. It would 
» pleasant to be able to say that the money supply was being increased at 
actly the right rate and that if the economy was not performing as well as it 
hould then the trouble necessarily lay elsewhere than in monetary policy. 

To operate strictly according to a money supply rule, the central 


would have to be convinced that there is some specific and measurable 
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inition of the money supply which was subject to its control and which 
erted a reasonably predictable degree of control over the trend of economic 
vity. Although there has been a good deal of research on this matter, 


evidence is far from being firm enough to justify an attempt to operate 


» these lines in Canada, 
The idea of a money supply rule is not as precise as it seems 


first sight to be. What, for example, is the definition of the money supply 


t should grow at some stable rate? Advocates of this approach very often 
not say. We use several definitions of the money supply in the Bank of 


nada and we can imagine several others, and they usually grow at 


ferent rates. It is a real preablem with all quantitative monetary analysis 


hat the theoretical idea of the money supply runs into the difficulty in 
ractice that it is impossible in a developed financial system to clas sify 
cial assets into those that are clearly money and those that are clearly 
The spectrum of money-like assets isa continuous one. The money 
upply, with all its various definitions, needs to be watched carefully and 


ve do watch it carefully, but I do not believe it can be the sole guide for 


nonetary policy and I know of no central bank that operates that way. 


Most of those witnesses before your Committee who supported a 


ol cy of stable growth in the money supply added that this would not be possible 


Mess the exchange rate were allowed to float freely. I believe that is true. 


ince such a monetary policy would mean that it would be necessary to accept 
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atever changes in interest rates turned up, monetary policy could not be 


‘ected except perhaps very temporarily toward defending a particular 
change rate. Very large fluctuations in interest rates and probably in 
change rates would have to be accepted as a price for obtaining relative 
oothness in the growth of the money supply. 

It may be argued that the money supply rule need be met only 

er the longer-term, but if the longer-term is so long that major departures 


n be made from the target rate, it ceases to be very helpful as a guide to 


erations. 


The recent problem in Canada has been that we have needed stimulus 


elp move the economy on toa path of sustained growth and the encouragement 


easier credit conditions has required rates of increase in the money supply, 


wever defined, which were considerably higher than the average of recent 


ars. If the increase in the money supply in the last twelve months had been 


nited to a significantly lower figure, for example, a rate roughly in line 


h the underlying growth rate of potential output, one might well ask how 


h higher interest rates and the exchange rate would be than they are now. 


mand Management 


I would like to move on now from monetary policy to a discussion 


how the power to influence the growth of aggregate demand through fiscal 


md monetary policies can be used to attempt to achieve the objectives which 


ur Committee have set out. Assuming that the economy is not on a path 
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stable growth without inflation, it is possible to visualize three different 


ts of conditions. The first two are relatively easy to prescribe for, while 


‘third is more complex. 
The first case is one where there is too much unemployment 


d unused capacity but no evidence of inflation. This is a clear-cut case of 


idequate demand and demand policies can be used to produce with some time 


an increase in total spending and a rise in the level of economic activity 


both money and real terms. 


The second case is one where it is clear that demand is pressing 


90 hard on our available resources, where shortages have become evident, 


nd prices and costs are beginning to rise. This is a clear-cut case of excess 


and. This kind of inflation has come to be characterized as demand-pull 


inflation. It clearly requires action to bring the growth of aggregate demand 


into line with what is physically possible. 
The third set of conditions, the most difficult one for economic 


t 
Dolicy to cope with, is often referred to as cost-push inflation. The use of 


terminology such as demand-pull inflation and cost-push inflation gets us 


rather deeply into questions of semantics. Ina sense, inflation is always 


e to demand-pull because prices of goods and services could not continue 


> rise unless there was sufficient demand for them at the higher prices. 
Jowever, when the rate of growth in the economy has declined to a level that 


s clearly less than that which would have started a round of inflation, it has 
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come fashionable to say that the inflation is no longer demand-pull but that 

is of the cost-push variety. In the cost-push stage the pressure may come 
9m those who strive to compensate themselves for the increase in 

eir costs that originated in a period when demand was excessive or from 

st increases coming from outside the country, or to protect themselves 

ainst future price increases that they have come to expect as a result of 

e inflation that has been taking place. Cost-push inflation could undoubtedly 
}dealt with by very strong policies to restrain demand, if the consequences in 
rms of unused capacity and unemployment were ignored. In Canada, 

wever, the attempt has been made to direct demand policies toward 

miting the growth of total spending only as far and as long as necessary to 
create market conditions in which it would be difficult for suppliers of goods 
md services to maintain the rate of increase in their prices and costs. 

‘Indeed, it has been because of a desire to limit the slowing of economic growth 
|t0a minimum while dealing with inflation that I have been advocating since 
1966 that as much as possible be done to improve ways in which the public 
nterest can be brought to bear on the determination of prices and incomes. 

It is obvious from the above that the state of expectations 

te atly affects the resistance of inflation to demand policies. Inflation is 

ch easier to deal with if action is taken at an early stage rather than 


y 
ifter inflationary expectations have become entrenched. 


In the cost-push phase there is always the possibility that 
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ecause of the concern to avoid the losses of slow growth and the hardships 
unemployment, steps may be taken to accelerate the growth of aggregate 
and too much or too soon,before inflationary pressures have been 
rought under adequate control. When this has occurred, as it did in the 
nited States and perhaps to some extent in Canada in 1967 and 1968, the 
ssult has been a ratcheting up of the underlying rate of inflation and a 
aarked strengthening of expectations of continued inflation. It is clearly 
difficult matter of judgment to decide where the balance between these 
site dangers lies. 

It is believed by some that in modern societies there are social 
forces operating on income determining arrangements which are so strong 


that the price of bringing cost-push under control by conventional means is 


nacceptably high. If this concern were valid it would imply a very basic 


change in the structure of the economic system and in the degree of continuous 


direct intervention required of the state. For my part I believe that this is too 


Pessimistic a view. In the present situation it is still too soon to conclude 


f the economy, the test is by no means over. 


Under present conditions demand policies are being pursued 
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which are designed to achieve a significant improvement in economic activity 


and the unemployment picture. As economic activity picks up productivity 


lshould increase and reinforce the trends towards a moderation of cost 


increases. At some stage, it will be important to make timely modifications 


in the expansive stance of demand management policies in order to avoid 


recurrence of the problem of excessive demand, in other words, to avoid 


overshooting our targets after the inevitable time lags. And it is of course 


he case that our fate is not entirely in our own hands because of external 


nfluences; if other countries, particularly the United States, do not achieve 


a reasonable degree of success in bringing their inflation under control, 


t will be more difficult for us to reach our objectives. 


to Live with Inflation 


One of the recurrent themes before the Committee has been 


hat public financial policy should aim at the maintenance at all times of 


ull employment output in the economy, and if this leads to the inflation of 


osts and prices the society had better learn to live with it. According 


> the advocates of this view, full employment output can be reached and 


maintained by the use of fiscal and monetary instruments if this use is not 


ibited by concern about the degree of inflation that may be generated. 


is easier, runs the argument, for society to adjust to even a rapid rate 


of inflation than to any significant short-fall from full employment output. 


If, the argument continues, the degree of inflation encountered is sufficient 


to cause serious hardship to those groups in the community that are most 


- - : | rs i 

7 i a! 7 j : -_ u a 
/ . | | ; ni 
poet vittoreto ae ot vii? ‘in 


oe f ees fig 


se sicnmaae gt mtbr iek: sietdnea ar * si 


jabs toi tiivaberm 6 ubaswor aia ‘oh so 
, * a 


agolraitibods ylentti otsin of dirastg out ee eth EN Pur he ete a a 
bive bf vebro ai est ildg thertegegutn bhackeR Yo\er S 
Biers ov Jabicoe zaifte ini bneraah svlamaibiee Yo wn 
#2uutes to ef i HOA jegkL esl We aes i wie bie o 


isp'istne to vpenced Roc bt ee Tid mF visite Sheek ll 


Svettos tan ob ,@Sjeki batinU oft Wiese eaitinees 


: : ; R . Ri. 
4OviteS s$bal aottslia, Pads ochenin! ni ehspows to a 7 


‘ of 7 
7 we 


a “yD on am ie 
h rye 


eevitou Jo Tit Hops int @y tol tiga ) 9% i: a 
: fe ad o if 


EOL glhsh lbw 


ase ead Ssitiranye.) od tag 2arrnyit) Inst two ¢ ag}? 
te s 2102) Ha is 5 iWienrstaitvy aT hh | ea Tieas bivore exitom t 


ad 


My noveita: att of bes! oladt-yi has weredcoas oa Bi yeep 
BibtoovA de Ady avi ot nvpel wetted bad yiedsoe 4 
| aay 
hit badosen od nia te tro Wns pryolanwe Lier wai neh _ 


ig ek Aga eid li SEnacwo 7) wnt y ‘eledon bus if aft te 


_ 
r . 


“bs tet sca sc y Bit) THI in i } AG of Baa) 49 (gob any wedi — 


Ae. 
abe tT WICSt & Seve ot Teall a 02 etaok 4al homie yes aa 


ms 


Th te Idehivoigars Yu) ree (CRE =i co ig tigi en 


5 


An AAD i hes Otros Ape heli, to, wr eyed, wats 


/ 


Necer: oo 4 381 vtinereirde: ad}. - detindn sams 24 ote 


be A ale 


| by inflation, the way io shelter them is to expand their money incomes 
matically by tying them to some measure of the movement of prices, 


The proposition that we do not need to worry about infiation 


1use everyone can adjust to it is one that I and others have dealt with on 


occasions but it may be worth covering some of the ground again, It is 


bd on the view that we can choose, if we wish, a higher rate of 


tion in order to have a lower rate of unemployment, i.e., that it is 


sible to trade off more inflation for less unemployment. The origin of the 


le-off theory was the evidence that, in the past, high rates of inflation 


been associated with low rates of unemployment and that lower rates of 


lation had been associated with higher rates of unemployment. But the 


umption that a certain high rate of inflation could be deliberately chosen 


der to keep unemployment below a certain very low level was based on 


allacious view that the public would not adjust its behaviour when it saw 


hat was happening and that the trade-off relationships would remain constant. 


ated my own views on this matter a number of years ago, in my Annual 


ort for 1966, where I said: 


I believe that most Canadians reject the thesis that 
we can or should accept inflation as a means of achieving high 
rates of output, and this has been made clear in various ways 
during the past year. For my own part I do not believe that 
this option is really open to us. I know that in recent years 
high rates of price increase have tended in general to be 
associated with low levels of unemployment. But I think tt 
would be a serious mistake to infer from this that if only 
we were willing to accept high rates of price increase as @ 


norm it would be easier to maintain low unemployment levels 
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Over an extended period. If this approach were adopted, the 
public would soon realize what was happening and would take 
whatever economic or political actions were available to it to 
protect itself against the officially-sponsored expection of a 
continuous and rapid decline in the value of money. It would 
soon become just as difficult to prevent price rises from 
exceeding a high target rate as it now is to prevent them from 
exceeding a low target rate. The same policies of restraint 
would come to be required. Nothing would be gained in 
employment or output; the difficult efforts to adjust to inflation 
would thus have been to no avail... 


The task of avoiding inflation is of course more complicated 


if prices are rising at a rapid rate outside Canada and many of your 
Witnesses have pointed this out. There may be occasions when upward 

P: essure on our price levels will be dampened, as it was last year, by an 

| ippreciation of our exchange rate. If the exchange rate is relatively stable 
our price level will be affected by external price increases and. it may well 
be that aggregate demand policies that attempted not only to prevent 
domestically induced inflation but also to offset the whole of the external price 
Effects would be too difficult and too costly for us in terms of employment 
and output. There has been a fairly general view that we in Canada should 
try to do at least as well as the United States in controlling inflation and 

if possible a little better. In point of fact we have had in recent years a 
somewhat better record than the United States so far as prices are concerned 
but in terms of the underlying trend of costs it is not clear that we have done 
better. It seems to me that the general view that we should try to do at least 


as well as the United States is a reasonable one when their inflation appears 
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(be relatively moderate and likely to be brought under control. Admittedly the 
lited States has been having its problems but I believe it is much too 

gon to conclude that the United States or other major countries wili in fact 

be willing to "live with inflation". 

I think it has been suggested in your hearings that the danger 


inflation accelerating has been overstated, that there is a tendency to look 


atin America for support for the view that inflation could get out of hand 


hereas the European experience is much more relevant. European countries 


ve not sat idly by and accepted inflation - - recently they have resisted it 


wite vigorously; and some have tried various controls. Nevertheless, 


eir inflation rates have tended to become progressively higher. The 


Werage rate of price rise* in the European OEC) countries which was 3 1/2 


cent between 1964 and 1968 rose to 4 1/2 per cent in 1969 and 6 Up 


n 1970, and is still moving up. 


Not everybody who has said to the Committee that he thinks 


¥ 
hat fiscal and monetary policies should attempt to maintain full employment 


uutput at all times argues that the community should learn to live with inflation. 


Another view is that the world has changed so much that we can no longer 


pect inflation to be controlled by aggregate demand policies and the only 


hing to do is to put gontrols on prices and incomes. The role left for 


Ne 
‘ As measured by GNP deflator 
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2 aggregate demand policies would be to ensure that there is always an 
equate level of demand to keep the economy operating at high levels of 
tivity. The Committee has already heard from many witnesses about the 


sat difficulties and problems involved in this course and I do not propose to 


laborate on them. This view places an extraordinary degree of reliance on the 


bility of governments to put in place and maintain an efficient and publicly- 


eptable control system. Moreover, it is clear that even with a 


prehensive system of price and income controls it would be necessary 


9 pursue appropriate demand policies which did not put such great pressure 


ainst the controls as to make them inoperable. 


pproaches to Policy - Conclusions 


I very much wish that I could conclude my brief on a firmly 


I would like to be able to promise that demand management 


improve the efficiency and competitiveness 


f our economy can be counted on to achieve our goals in the foreseeable 


uture without the danger of disappointing short-falls occurring from time to 


e. Alternatively, I would like to be able to tell you that I think there 


ictually is some new and relatively painless approach that will bring us closer 


© achieving our goals, [assure you that if lL believed that we could in fact 
ustained basis 


ichieve low levels of unemployment and high growth rates ona § 


| and ensuring that people 


simply by accepting a hi 


gh rate of price rise, 


ould not allow any preference for price stability 
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fo stand in the way of recommending that we get on with the job. [fl 
beievedthat some form of controls would produce better results in our 
resent situation -- and I do not deny the possibility that we may one day be 


iven to try something along this line -- I would not hesitate to say so. But 


cannot in all honesty tell you any of these things. I sympathize greatly with 
hose who look at our present difficulties and say ''there must be a better way" 


t wishing does not make it so, The fact of the matter is that managing a2 


hodern economy in such a way as to achieve our goals, goals that have 


ightly been set high, is an extremely difficult business, as all countries 


ave found, and there are some characteristics of the Canadian economy that 


nake it especially difficult here. What I have to offer the Committee cannot 


¢ expected to be a popular prescription: it will probably be regarded 


s unimaginative at best but I would claim for it that it is realistic. As we 


get on with the job of moving the economy forward at a more rapid rate and 


reducing unemployment we must seek to learn from our past experience: 


try harder to make our market economy operate a good deal better than it 


} 


} as recently operated if that is the kind of economy we really want; try to 


Bbtain a better public understanding of the limits to the benefits that the 


economy can reasonably be expected to provide; and strive for monetary and 


eas well-conceived and well-timed as we can make them. 


fiscal policies that ar 


And as we go along, we must continue to be concerned that the burdens caused 


oy any periodic short-falls in the performance of the economy are distributed 


2quitably. 


